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China’s Banking Reforms: Background and Issues for 

Congress 



Summary 

The Peoples Republic of China’s entry into the World Trade Organization 
(WTO) will require that it open its financial services sector to foreign investment and 
international competition. In preparation for a more market-based banking system, 
China has announced refonns intended to strengthen its banks and American 
investors have been buying portfolios of Chinese non-performing loans. The 
international community has a stake in Chinese financial reform primarily for three 
reasons. The first is to prevent contagion - to keep a failure of Chinese banks from 
touching off global financial turmoil. The second surrounds the likely political 
unrest in China that could ensue should the Chinese economy fail, and the third is to 
ensure that foreign firms gain access to Chinese financial markets. 

This report concludes that despite serious problems in China’s banking system, 
the risk seems small that, in the near future, a financial crisis will occur that will pose 
severe problems for the international financial system. An internal financial crisis, 
however, could occur. Without government support, the economic viability of many 
of China’s ha nk s is questionable. The government and central bank authorities 
acknowledge the situation and have taken some steps toward reform. The most 
serious threat to the banking system lies in the accumulation of non-performing loans 
(NPLs) - many of them policy-based loans extended by state-owned banks to 
money-losing state-owned companies with little expectation that they would be 
completely repaid. Between 28 and 40 percent of all bank loans in China are 
estimated to be nonperfonning. China has been taking measures to keep the problem 
from worsening and has created four asset management companies to dispose of 
NPLs that still have value. 

Since the Chinese economic reforms began in 1978, Chinese authorities have 
made significant progress in modernizing their banking system, although they still 
have a long way to go and are faced with competing interests. While attempting to 
introduce more market forces and efficiency into their economy, for political and 
other reasons, the government continues to subsidize ailing state-owned enterprises. 
They would like to clear the banks of excess NPLs, but fear the resultant rise in 
unemployment and social distress that might occur. 

China escaped the worst effects of the 1997-99 Asian financial crisis because 
of factors that still keep its financial and foreign exchange system viable. China’s 
continued high rate of growth and high savings rate have funneled deposits into the 
banking system, while a $20 to $30 billion annual trade surplus together with an 
inflow of foreign direct investment at about $40 billion per year have resulted in an 
accumulation of foreign exchange reserves exceeding $200 billion. China does not 
carry an unusually heavy debt burden, either domestic or international, although its 
short-term borrowing in foreign currencies has been increasing. China, therefore, 
does not currently face a serious risk of either a domestic or international liquidity 
crisis - unless, of course, a severe and prolonged world recession occurs that 
adversely affects Chinese exports as well as the inflow of foreign direct investment. 
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China’s Banking Reforms: Background and 
Issues for Congress 



The Peoples Republic of China’s entry into the World Trade Organization 
(WTO) will require that it open its financial services sector to foreign investment and 
international competition. In preparation for a more market-based banking system, 
China has announced reforms intended to strengthen its banks. American and 
foreign investors have been buying portfolios of Chinese non-perfonning loans, and 
the private investment arm of the World Bank has invested in the Bank of Shanghai. 

For the U.S. Congress, China’s banking problems and reforms may be of 
concern because: (1) China’s financial sector plays a key role in the development of 
the Chinese economy; (2) the opening up of China’s banking sector could be an 
indicator of the degree to which Beijing will be able to comply with its commitments 
for entering the WTO; (3) China’s banks face a huge accumulation of nonperfonning 
loans which could threaten their solvency and, in turn, cause financial panic that 
could spread to other countries; (4) U.S. banks are seeking access to the Chinese 
market, and (5) China’s banking system plays a key role in the conduct of Beijing’s 
monetary and fiscal policy. 

Most analysts feel that despite serious problems in China’s banking system, the 
risk seems small that, in the near future, a financial crisis will occur that will pose 
severe problems for the international financial system. 1 Recently, in a speech at the 
China Economic Forum, People’s Bank of China Governor, Dai Xianglong gave the 
assurance that in light of economic fundamentals and development of the financial 
sector, financial risks in China are being contained, reduced and can be resolved. 2 
Nevertheless, China’s financial system has fundamental weaknesses and is in 
immediate need of reform. Many state-owned banks are close to being technically 
insolvent. In its 2001 consultation with China, the International Monetary Fund 
concluded that progress has continued in addressing the problems in China’s 
financial sector, but much remains to be done to complete the reform agenda. 
Difficult reforms are yet to be accomplished, and China’s entry into the WTO has 
increased the urgency of these reforms. 3 



1 Lau, Lawrence J, “The Macroeconomy and Reform of the Banking Sector in China,” in 
Bank of International Settlements , Strengthening the Banking System in China : Issues and 
Experience, BIS Policy Paper No. 7, October 1999, p. 83. See also Fernald, JohnG., Babson, 
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Governors the Federal Reserve System [http://www.bog.frb.fed.us]. 
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